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No. 10020.

IN THE

United States Circuit Court of Appeals

FOR THE NINTH CIRCUIT

California Bank, a corporation.

Appellant,

vs.

United States Fidelity and Guaranty Company,

a corporation.

Appellee.

APPELLANT'S CLOSING BRIEF.

The extraordinary length of appellee's brief makes it

virtually impossible to answer all of its assertions in the

limited space permitted for reply under the Court rules.

I.

Admissions of the Surety.

The surety does not dispute and, therefore, must con-

cede the correctness of the following points made by the

bank in its opening brief

:

L The assignments relied upon by the surety were

contrary to Revised Statutes, Section 3477.

2. The surety permitted the contractor to exercise full

and uncontrolled dominion over the contract proceeds.
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3. No Federal Statute defines or governs the rights

of surety in a case such as that at bar.

4. Tlie contracts of suretyship were executed and per-

formed in CaHfornia.

5. The money in suit was voluntarily paid by the gov-

ernment to the contractor and by him paid to the bank.

6. All money loaned by the bank to the contractor was

actually used in the performance of the contracts.

7. There was no "formal" default under the contracts.

(Appellant's Opening Brief, pp. 15-16.)

II.

The Controlling Law Is the State Law.

The surety has failed to cite any Federal Statute which

governs or defines the rights of a surety upon a Federal

contractor's bond in a case such as that at bar.

Instead, the surety cites Henningsen v. United States

Fidelity & Gtiaranty Co., 208 U. S. 404, a case in which

the surety was suing the contractor and a bank to restrain

them from collecting the proceeds of a government con-

tract still in possession of the United States. The bank

held an assignment of the proceeds of the contract, and

the two essential objects of the suit were: (1) to have

the assignment to the bank declared void under Revised

Statutes, Section 3477, and (2) to have the Court find

that the surety who had paid claims against the work,

was entitled to be reimbursed from the fund stitt held by

the government.^ (See Opinion, C. C. A. (9), 143 Fed.

810.) This case clearly has no application to a situation

*AI1 emphases ours, unless otherwise indicated.
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where the entire fund has been disbursed by the govern-

ment, and the surety seeks to follow it upon the theory

that it has an "equitable lien" upon the fund. Moreover,

the Henningsen decision long antedates Erie Railroad Co.

V. Tompkins, 304 U. S. 64, and does not consider whether

local or federal law controls the determination of the so-

called "equitable rights" of a surety upon a Federal con-

tractor's bond. The Eric case is explicit:

"Except in matters governed by the Federal Con-

stitution or by acts of Congress, the law to be applied

in any case is the law of the state."

We respectfully urge the Court to minutely examine

Henningsen v. United States Fidelity & Guaranty Co.,

as reported in 143 Fed. 810, and 208 U. S. 404, for any

reference to a Federal Statute governing the rights of a

surety in a case such as that at bar. where the surety seeks

to follow and impress a lien upon funds voluntarily dis-

bursed by the government and in the hands of innocent

creditors of the contractor.

The inability of the surety to point to any Act of Con-

gress governing its rights in this case, is fatal to its claim

that State law does not control the decision here. We
maintain without fear of contradiction, that there is no

Federal enactment defining, governing, or in any way

touching upon the rights of a surety upon a Federal con-

tractor's bond in a case such as this. It is significant that

Congress has enacted legislation giving sureties priority

in other types of cases where the surety has been obliged

to pay under its bond. Revised Statutes, Section 3468

(31 U. S. C. A., Sec. 193), provides:

"Priority of sureties. Whenever the principal in

any bond given to the United States is insolvent, or



whenever, such principal being deceased, his estate

and effects which come to the hands of his executor,

administrator, or assignee, are insufficient for the

payment of his debts, and, in either of such cases,

any surety on the bond, or the executor, administra-

tor, or assignee of such surety pays to the United

States the money due upon such bond, such surety,

his executor, administrator, or assignee, shall have

the like priority for the recovery and receipt of the

moneys out of the estate and effects of such insolvent

or deceased principal as is secured to the United

States; and may bring and maintain a suit upon the

bond, in law or equity, in his own name, for the

recovery of all moneys paid thereon. (R. S. Sec.

3468.)"

The above quoted Statute has been held to supercede

State laws governing subrogation priority in the distribu-

tion of the assets of an insolvent principal whose debt to

the United States has been paid by his surety {American

Surety Co. i'. Carbon Timber Co. (C. C. A. Wyo.), 263

Fed. 295). But it has also been held that the right of a

surety to preference under this Statute is a creature of

statutory law and exists only in cases where the facts

fall strictly within the provisions of the Statute (U. S.

Fidelity & Guaranty Co. v. Porter (D. C Idaho), 3 Fed.

(2d) 57).

The absence of any Federal legislation touching upon

the rights of a surety in cases such as that at bar, would

strongly indicate that there was no congressional intent

to give such a surety preference. The surety is, there-

fore, left without the benefit of any Federal Statute and

its so-called "equitable rights," if any, must be found in

the law of the forum under the doctrine of the Erie case.
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We are so confident of the correctness of our conclu-

sion in this respect that we shall not devote our limited

space to any extended consideration of the many conflict-

ing Federal decisions cited by the surety, except to repeat

that the soundest Federal decisions all follow the Cali-

fornia rule that a surety has no rights in earned or

progress payments paid out to a contractor and by him

disbursed to creditors without notice. (See Appellant's

Opening Brief, p. 2S et seq.)

The surety refers to Castro v. Malcolm (66 Cal. App.

635) as sustaining its claim that California decisions give

it the right to follow the fund in this case into the bank's

possession. But the Castro case involved money still in

possession of the public authority and, therefore, still

capable of application upon material and labor claims.

So, also, did Maryland Casualty Company v. Shafer (57

Cal. App. 580), likewise relied upon by the surety.

The vital distinction between moneys still in possession

of the government or public authority, and moneys which

have been disbursed in trade by the contractor, is evidently

not well understood by the surety in the case at bar. On

the one hand, a fund still intact in possession of the gov-

ernment is in the nature of collateral security to which a

surety paying obligations of the contractor is subrogated.

For a careful analysis of the reasons for this rule, see the

landmark case, Prairie State National Bank V. United

States, 164 U. S. 227. Where, however, the surety does

not even begin to act until the fund has been voluntarily

disbursed and its character as collateral destroyed, there

is no right in the surety by subrogation or otherwise to

reach the fund, unless it be in the hands of payees zmth

notice of the surety's claims.



This Honorable Court fully recognized the distinction

between money still held and money disbursed, in First

National Bank v. City Trust, etc., Co., 114 Fed. 529 (C.

C. A. 9), where the contest was between a surety and a

bank over contract proceeds still in possession of the City

of Seattle. This Court said:

"The doctrine announced in Prairie State Nat. Bank
V. U. S., 164 U. S. 227, 17 Sup. Ct. 142, 41 L. Ed.

412, must control the decision of these questions. The
controversy in that case was between a bank which

had advanced money to Sundberg- & Co., the con-

tractors who had undertaken to erect a custom house

for the United States, and Hitchcock, the surety on

the contractors' bond, and it concerned the 10 per

cent, of the contract price, which, by the terms of the

contract, had been reserved by the government from

the current payments until after the completion of

the contract. The bank based its claim to the fund

upon advances which it had made to the contractors

in consideration of a power of attorney from the latter

authorizing it to receive from the United States the

final payment. Some three months after the execu-

tion of this power of attorney, the contractors de-

faulted, and Hitchcock, the surety, thereupon com-

pleted the contract, and disbursed therein about $15,-

000 in excess of the current payments from the gov-

ernment. The bank asserted an equitable lien upon

the deferred payment, which it claimed was prior and

paramount to the lien of the surety, since the claim

of the latter arose only at the date when he undertook

the completion of the contract. The court held, how-

ever, that the claim and equity of the surety arose

when he entered into the contract of suretyship, and

that his right to the reserve fund was prior and para-

mount to that of the bank, and said that the stipula-



tion in the building contract for the retention until

the completion of the work of a certain portion of

the consideration 'is as much for the indemnity of him

who may be guarantor of the performance of the

work as for him for whom the work is to be per-

formed; that it raises an equity in the surety in the

fund to be created.' The court further said:

" 'If the United States had been compelled to com-

plete the work, its right to forfeit the 10 per cent,

and apply the accumulation in reduction of the dam-

age sustained remained. The right of Hitchcock to

subrogation, therefore, would clearly entitle him when,

as surety, he fulfilled the obligation of Sundberg &
Co., to the government to be substituted to the rights

which the United States might have asserted against

the fund.'

'Tn so ruling, the controlling consideration was, not

that the deferred payment had been, by the words of

the contract, reserved, but that the money in contro-

versy was still in the hands of the government, sub-

ject to its pozver to apply the same upon the unfinished

contract if it had undertaken the completion thereof."

See the interesting dissent of Justice McKenna in the

above case upon the ground that the bank was entitled to

all earned or progress payments, even though they were

still held by the City of Seattle. Later decisions have held

that Justice McKenna was right in distinguishing between

retained percentages and progress payments (Town of

River Junction v. Maryland Casualty Co., 110 Fed. (2d)

278).

The essential point we make is that there are no Cali-

fornia decisions which sustain the surety's claims in this

case; that CaHfornia cases give the surety none of the so-



called equitable rights to which the trial court found it en-

titled; and that in order to find any support for the de-

cision in this case, the surety is forced to rely upon gen-

eral language found in certain Federal decisions, not one

of which (even though Federal law applied to this case)

is sufficiently similar upon the facts to be authoritative

here. We regret that space does not permit an analytical

study of each of the Federal cases upon which the surety

relies, and at the time of the hearing of this case, we will

ask the Court's permission to file a supplemental reply

brief, wherein all of these cases can be properly considered

and reviewed.

III.

The Surety Failed to Prove That the Bank Received

and Retained Any Portion of the Reserved Per-

centages.

The admission of its failure to prove that the bank re-

ceived and retained any portion of the reserved percent-

ages, is implicit in appellee's argument. No serious at-

tempt is made by the surety to answer our point that, of

the final payment of twenty-eight thousand eight hundred

fifteen dollars and four cents ($28,815.04) received by

the contractor, approximately fourteen thousand dollars

($14,000.00), (more than the amount paid to the bank),

was earned estimates or progress payments; and that the

evidence clearly shows that the contractor checked out and

used all moneys not paid to the bank to pay his other

obligations. [See Stipulation showing precisely how the

total sum of $28,815.04 was spent by the contractor.

Tr. pp. 74-77.]

The surety argues at some length and cites numerous

decisions to the effect that one commingling assets of him-



self and another, must sustain any loss resulting from the

confusion. But this argument has nothing to do with the

case at bar, where the proof clearly shows that, out of pay-

ments totaling twenty-eight thousand eight hundred fifteen

dollars and four cents ($28,815.04), the bank was paid

twelve thousand one hundred fourteen dollars and thirty-

four cents ($12,114.34), and the balance of the money was

paid out by the contractor to other creditors, as itemized

in detail in the stipulation above mentioned. There is no

room to discuss presumptions of what happened to the

money (see Appellee's Brief, p. 10) in the face of direct

evidence of what was actually done with every cent of it.

The plain fact is that the surety utterly failed to sustain

the burden of tracing and identifying in the bank's hands,

any part of the reserved or retained percentages, and that

the bank clearly sustained any burden uix)n it to show what

the contractor did with the money. Even the surety will

not deny that the funds sought must be traced and identi-

fied. (See Appellee's Brief, p. 24.)

IV.

The Bank Received and Applied on Its Loans, Only a

Portion of the Progress Payments.

The failure of the surety to trace the reserved fund into

the bank's final possession, compels it to argue that, even

though the bank was paid from progress payments, still,

it may recover. It attempts to do this upon the basis that

the progress payments from which the bank was paid

were made by the government to the contractor, after he

had defaulted and that such payments were, therefore, sub-

ject to "equities" in favor of the surety. The surety does

not, however, deny that there was no "formal" default

in this case in the sense that the contractor quit the job
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and the surety had to step in and complete it. No one

knew in this case that there had been any faihire on the

part of the contractor to pay materialmen until after the

job was completed, and the bank was paid. The law of

California recognizes no right in the surety to reach

progress payments paid to the contractor and applied by

his banker, regardless of whether the bank knew or had

reason to believe that the moneys were the proceeds of a

building contract.

In American Surety Co. z>. Bank of Italy, 63 Cal. App.

149 (hearing in Supreme Court denied) the bank offset

funds in a contractor's building account against indebted-

ness of the contractor. The surety claimed that the money

was, as a matter of law, a trust fund for the benefit of

laborers and materialmen, and that the bank had notice of

the character of the fund. The Court said:

"But the outstanding fact in this case is, as above

explained, that there is no evidence in this record

showing that there was any understanding between

the bank and Green (the contractor) or any direction

by the latter to the bank that the account in contro-

versy was opened and the money therein deposited to

be appropriated to a special purpose, and it follows

that the said account, unless for other reasons it in-

volves a trust fund, constitutes a general deposit of

said Green, even though the defendant (hank) knew

or had reason to believe that the funds so deposited

zvere to he devoted to the payment of the claims of

materialmen, mechanics, and laborers fttrnishing ma-

terial for and performing labor on the Silva garage.

{Cabrera v. Thannhauser, 183 Cal. 604, 607 (192

Pac. 45);"
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and at page 161

:

"We come now to the consideration of the theory

that the moneys received by Ernest Green on the

contract price of the Silva garage constituted trust

funds in the hands of said Green and by him held for

the benefit and use, pro tanto, or so much thereof as

might be found necessary to satisfy their claims, of

those furnishing the materials used in and the labor

required to construct the garage.

"It certainly cannot be considered that a trust re-

lation, as to the moneys received by a contractor on

the contract price of a building, between such con-

tractor and his materialmen, mechanics, and laborers,

can be worked out of the mechanic's lien law itself.

Manifestly this cannot be done, since, the relation be-

tween a building contractor and those he employs to

assist and who do assist in the construction of a

building by furnishing materials therefor and per-

forming labor thereon is only that of debtor and credi-

tor. * * * The statutory provisions relative to

mechanics' and laborers' liens are merely intended for

the effectual enforcement of the remedy so given, and

the constitutional guarantee of such remedy and the

code provisions designed for its proper enforcement

have not had, nor were they intended to have, the

effect of changing the legal relation between a build-

ing contractor and those whose materials and labor the

former employs in furthering the construction of the

building from that of debtor and creditor. The me-

chanic's lien law itself affords ample protection to the

rights not only of persons furnishing materials to be

used and used in and those performing labor upon

the building, but also to the rights of the owner of

the structure, and all this without impairing or in any

manner jeopardizing the just rights of the contractor.
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With the safeguards thus thrown around and protect-

ing the rights of all the interested parties in a building

contract by the mechanic's lien law, there was no

necessity for injecting into such contracts the elements

of a trust relation between any such parties, and it is

certain that such was not the intention of the leg-

islature."

(Note: It should be remembered that there is no dis-

tinction, in so far as a contractor's surety is concerned, be-

tween a case where a private building is involved as to

which laborers and materialmen have mechanic's lien rights

and a public contract where there are no such lien rights.

A surety upon a private contract is never subrogated to

mechanic's lien rights of those whose claims it pays, be-

cause the bond of the surety is for the protection of the

owner of the property against whom alone such lien rights

are enforceable.)

There being no "trust relation" between the interested

parties to a building contract in California, a surety on

such contract has no right to seek to impress a lien against

the contract proceeds, for the surety stands in no better

position than those whose claims it pays. {Admiison v.

Paonessa, 180 Cal. 157.) Likewise, the most carefully

reasoned Federal decisions recognize no trust in favor of

the surety in progress payments. In Kane v. First Na-

tional Bank of El Paso (C. C. A. 5), 56 Fed. (2d) 534,

535 (Cert, denied) 287 U. S. 603, the Court said:

"Money or checks paid to him (the contractor) as

the work progresses are the property of the contractor

unincumbered by any trust, just as are payments to

others for goods manufactured or services performed.

The contractor's banker may receive such checks and
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is not bound to sec to their application, nor to ascer-

tain the state of the contractor's account with each

contract; nor, if he knozvs it, need he govern himself

in any wise zvith reference thereto. No wrong is done

to the contractor's surety in recognising the con-

tractor's fidl title to such checks by taking them on

deposit with all the consequences ordinarily attaching

to such deposit. The cases supposed to establish a

trust in favor of the surety are based on Prairie State

Nat. Bank v. United States, 164 U. S. 227, 17 S. Ct.

142, 41 L. Ed. 412. That case did not involve a pay-

ment made to the contractor, but involved the reserve

kept back by the United States to secure the final per-

formance of the contract for which the surety on the

bond had also bound himself. The surety having had

to complete the contract claimed this reserve, which

was still in the hands of the United States. The

Prairie State Bank had only an invalid assignment of

it. It was decided that this reserve was a security

stipulated in the contract to be held by the creditor

for the performance of the obligation, to which the

surety became subrogated on performing the obliga-

tion just as he would be subrogated to any other

security. The case has no application to money not

reserved as a security but paid over to the contractor.

This reserve was also involved in Henningsen v.

United States F. & G. Co., 208 U. S. 404, 28 S. Ct.

389, 52 L. Ed. 547, and Hardazvay v. National Surety

Co., 211 U. S. 552, 29 S. Ct. 202, 53 L. Ed. 321. In

London & Lancashire Lidemnity Co. v. Endres (C. C.

A.), 290 F. 98, the surety performed the contract and

sued to enjoin the payment of the reserve to the con-

tractor, who, pending the suit, went into bankruptcy.

The judgment for the surety was in accord with the

Prairie Bank Case. In Cox v. New England Equitable

Insurance Co, (C. C. A.), 247 F. 955, the reserve was
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involved, but had been paid over to the contractor by

mistake while claims were outstandin,^ which the

surety paid. The contractor had paid it to his bank,

but it was held a preference and the bank lost it to

the trustee in bankruptcy. As against the trustee it

was held that the surety had the better right. None

of these cases extends the surety's rights beyond the

reserve. * * * \Ye think the Maryland Casualty

Co. has no right to a judgment against the Bank."

The above case clearly distinguishes a number of the

Federal decisions upon which the surety heavily relies in

the case at bar. None of the Federal cases, says the Fifth

Circuit Court of Appeals, extends the surety's rights be-

yond the reserve. We submit that this is the only sound

and sensible rule of law which can be applied to the facts

of the instant case. The California law and the decisions

of the Federal Courts we have cited, all follow the same

principle; that is, a surety has no rights, legal or equitable,

in progress payments made to the contractor and by him

disbursed to innocent creditors.

The surety devotes much argument to Martin v. Na-

tional Surety Co., 300 U. S. 588. We respectfully urge

this Court to examine that decision for any factual re-

semblance to the case at bar. There, an unfaithful agent

of the surety was the lender of money to the contractor,

and the Court found the surety to have a better right in

equity to the contract proceeds than its former agent.

The case turns upon the effect to be given an assignment

held by the surety (of which the lender had full knowl-

edge) after the money had been paid out by the govern-

ment to the contractor; and it is held that such an assign-

ment, though contrary to Revised Statutes, Section 3477,
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may be valid in equity as between the surety and contractor

and subsequent payees zvith notice. It is clear that such an

assignment would have no validity or effect as against sub-

sequent payees without notice, such as the bank in the case

at bar. Without such notice, and it is admitted that the

bank here had no notice of the assignments relied upon by

the surety, such assignments remained wholly void and in-

effectual as against the bank (the subsequent payee). No
other interpretation of the decision is reasonable or logical.

V.

The Defense of Estoppel Was Established.

The bank directly challenges the sufficiency of the evi-

dence to support the conclusion of the trial court that the

surety was not estopped to assert its claims against the

bank. [See Statement of Points, Tr. p. 109; Spec, of Er-

rors, Appellant's Opening Brief, p. 13; Statement of Ques-

tions Involved, Appellant's Opening Brief, p. 11.]

The surety claims the right "in equity" to recover from

the bank. Apart from all other considerations, the bar of

equitable estoppel prevents such recovery under the facts

of this case. Section 1962, Subdivision 3, California Code

of Civil Procedure, provides

:

"1962. Specification of conclusive presumptions.

The following presumptions and no others, are

deemed conclusive:

"3. Whenever a party has, by his own declaration,

act, or omission, intentionally and deliberately led an-

other to believe a particular thing true, and to act

upon such belief, he cannot, in any litigation arising

out of such declaration, act, or omission, be permitted

to falsify it;"
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"The vital principle is that he who by his language

or conduct, leads another to do what he would not

otherwise have done, shall not subject such person to

loss or injury by disappointing the expectations upon

which he acted. Such a change of position is sternly

forbidden. It involves fraud and falsehood and the

law abhors both."

Seymour v. Oelrichs, 156 Cal. 782, 795.

Do the undisputed facts in the case at bar establish an

equitable estoppel as against the surety ?

The record shows without conflict that, although the

surety at all times knew the bank was transacting a bank-

ing business with the contractor, and knew that the con-

tractor had borrowed money from the bank, the surety

never gave the bank any inkling that it held assignments

of, or intended to assert equitable claims against the funds

constituting the contractor's sole source of income and his

sole means of repaying the bank's advances; that the

surety never made any attempt to control the contract pro-

ceeds and permitted the contractor to handle them without

restraint, thus giving him the outward appearance of deal-

ing freely with his own unincumbered funds; that all

moneys loaned by the bank to the contractor were bor-

rowed for and actually used in the work of construction

to pay claims for which the surety might otherwise have

been liable; and that no demand was made upon the bank

by the surety for nearly one and one-half (1^) years

after the bank had been paid, a delay which prejudiced the

pursuit of such remedies as might have been available to

the bank against the contractor.

We respectfully maintain that the only reasonable con-

clusion to be drawn from the facts, is that the surety, by
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its omissions to notify the bank or control the contract

proceeds, led the bank to believe the contractor could deal

at will with all of such proceeds and led the bank to act

upon such belief with the result that the bank repeatedly

advanced its funds to the contractor to aid him in the work

of construction. The silence of the surety led the bank to

advance credit to the contractor in reliance upon his appar-

ent responsibility, a fact which the surety seeks to deny

by its claims in this action. This, coupled with the long

delay in asserting its claims, certainly gives rise to an

equitable estoppel barring any relief to the surety.

"Acquiescence consisting of mere silence may also

operate as a true estoppel in equity to preclude a

party from asserting legal title and rights of prop-

erty, real or personal, or rights of contract. A fraud-

ulent intention to deceive or mislead is not essential.

All instances of this class in equity rest upon the prin-

ciple: If one maintains silence when in conscience he

ought to speak, equity will debar him from speaking

when in conscience he ought to remain silent."

Verdugo Canon Water Co. v. Verdugo, 152 Cal.

655, 683.

It is respectfully submitted that the judgment in this

case should be reversed with directions to enter judgment

for appellant bank.

SwANWicK, Donnelly & Proudfit,
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